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Certified Public Accountants

and Consultants

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders

HomeTown Bankshares Corporation

Roanoke Virginia

We have audited the accompanying consolidated balance sheets of HomeTown Bankshares

Corporation and subsidiary as of December 31 201 and 2010 and the related consolidated

statements of operations changes in stockholders equity and cash flows for the years then

ended These financial statements are the responsibility of the Companys management Our

responsibility is to express an opinion on these financial statements based on our audits

We conducted our audits in accordance with the standards of the Public Company Accounting

Oversight Board United States Those standards require that we plan and perform the audit to

obtain reasonable assurance about whether the financial statements are free of material

misstatement The Company is not required to have nor were we engaged to perform an audit of

its internal control over financial reporting Our audits included consideration of internal control

over financial reporting as basis for designing audit procedures that are appropriate in the

circumstances but not for the purpose of expressing an opinion on the effectiveness of the

Companys internal control over financial reporting Accordingly we express no such opinion

An audit also includes examining on test basis evidence supporting the amounts and

disclosures in the financial statements assessing the accounting principles used and significant

estimates made by management as well as evaluating the overall financial statement

presentation We believe that our audits provide reasonable basis for our opinion

In our opinion the consolidated financial statements referred to above present fairly in all

material respects the financial position of HomeTown Bankshares Corporation and subsidiary as

of December 31 2011 and 2010 and the results of their operations and their cash flows for the

years then ended in conformity with U.S generally accepted accounting principles

Winchester Virginia

March 28 2012



HomeTown Bankshares Corporation
Consolidated Balance Sheets

December31 2011 and2OIO

In Thousands Except Share and Per Share Data

Assets

December 31
2011

December 31
2010

Cash and due from banks

Federal funds sold

Securities available for sale at fair value

Restricted equity securities at cost

Loans net of allowance for loan losses

of $3979 in 2011 and $5228 in 2010

Property and equipment net

Other real estate owned net of valuation allowance

Accrued income

Prepaid FDIC insurance

Other assets

Total assets

12529

10363

69207

2390

245100

9582

9562

1372

473

597

361175

4479

20876

51603

2579

258878

8772

2976

1222

984

735

353104

Liabilities and Stockholders Equity

Deposits

Noninterest-bearing

Interest-bearing

Total deposits

Short term borrowings

Federal Home Loan Bank borrowings

Accrued interest payable

Other liabilities

Total liabilities

26822

280814

307636

449

19000

435

567

328087

17411

283082

300493

281

21350

766

558

323448

Commitments and contingencies

Stockholders equity

Preferred stock $1000 par value 10000 shares of series and

374 shares of series authorized issued and outstanding at

December3l20l1 and 2010

Discount on preferred stock

Common stock $5 par value authorized 10000000 shares

issued and outstanding 3241547 in 2011 and 2010

includes 8207 restricted shares in 2011 and 2010

Surplus

Retained deficit

Accumulated other comprehensive income loss

Total stockholders equity

Total liabilities and stockholders equity

See Notes to Consolidated Financial Statements

10374 10374

217 287

16167 16167

15458 15436

9773 11622

1079 412
33088 29656

361175 353104
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HomeTown Bankshares Corporation
Consolidated Statements of Operations

For the years ended December 31 20/1 and 2010

In Thousands Except Share and Per Share Data 2011 2010

Interest income

Loans and fees on loans 14013 14362

Taxable investment securities 1904 1726

Federal funds sold 28 39

Dividends on restricted stock 63 59

Other interest income

Total interest income 16014 16186

Interest expense

Deposits 3831 4877

Other borrowed funds 503 561

Total interest expense 4334 5438

Net interest income 11680 10748

Provision for loan losses 1222 6453

Net interest income after provision for loan losses 10458 4295

Noninterest income

Service charges on deposit accounts 256 294

Mortgage loan brokerage fees 147 175

Rental income 128 134

Gain on sale of investment securities 196

Other income II 244

Total noninterest income 038 847

Noninterest expense

Salaries and employee benefits 4753 4549

Occupancy and equipment expense 286 1286

Advertising and marketing expense
33 376

Professional fees 295 495

Data processing expense 599 445

Bank franchise taxes 204 203

FDIC insurance expense
539 657

Loss gain on sale and vritedowns of other real estate 333 77
Other real estate owned expense

240 43

Other expense
997 1038

Total noninterest expense 9577 9015

Net income loss before income taxes 1919 3873

Income tax expense _________________

Net income loss 1919 3873

Dividends accumulated on preferred stock 534 534

Accretion of discount on preferred stock 70 68

Net income loss available to common shareholders 1315 4475

Earnings loss per common share basic and diluted .41 .38

Weighted average common shares outstanding basic and diluted 3241547 3240220

See Notes to Consolidated Financial Statements

11



HomeTown Bankshares Corporation
Consolidated Statements of Changes in Stockholders Equity
For the years ended December 31 2011 and 2010

In Thousands Except Share Data

Balance December 31 2909

Stock split

Preferred stock

dividend paid

Accretion of discount

on preferred stock

Net loss

Net change in

unrealized gain loss

on investment securities

available for sale

Total comprehensive loss

Stock-based compensation

Balance December 31 2010

Accretion of discount

on preferred stock

Net income

Net change in

unrealized gain loss

on investment securities

available for sale

Reclassification adjustment for

gain on sale of available for

sale securities

Total other comprehensive

income

Total comprehensive income

Stock-based compensation
_________

Balance December 31 2011
________

See Notes to Consolidated Financial Statements

196

1491 1491

3410

22

1079 33088

Accum Other

Discount on Comprehensive

Preferred Common Retained Preferred Income

Stock Stock Surplus Deficit Stock Loss Total

10374 14697 16856 7414 355 378S 33780

1470 1470

267 267

68 68

3873 3873

34 34
3907

________ _________
50

_________ _________
50

10374 16167 15436 511622 287 412S 29656

70 70

1919

_________ _________
22

__________ __________ ______________________

10374 16167 15458 9773 217
_____________________

1919

1687

12



HomeTown Bankshares Corporation
Consolidated Statements of Cash Flows

For the years ended December 31 2011 and 2010

in Thousands 2011 2010

Cash flowsfrom operating activities

Net income loss 1919 3873
Adjustments to reconcile net income loss to net cash provided by operations

Depreciation and amortization 538 609

Provision for loan losses 1222 6453

Amortization of premium on securities net 498 329

Loss gain on sales and writedowns of other real estate net 333 77
Gain on sale of investment securities 196
Stock compensation expense 50

Changes in assets and liabilities

Accrued income 150 123
Other assets 649 421

Accrued interest payable 331 302
Other liabilities 161

Net cash flows provided by operating activities 4513 3648

Cash flows from investing activities

Net decrease increase in federal funds sold 10513 968
Purchases of investment securities 44570 32774

Sales maturities and calls of available fcr sale securities 28155 27160

Redemption purchase of restricted equity securities net 189 32
Net decrease increase in loans 4873 18089
Proceeds from sale of other real estate 764 373

Purchases of property and equipment 1348 1184
Net cash flows used in investing activities 1424 25514

Cash flows from financing activities

Net increase decrease in noninterest-bearing deposits 9411 31 14

Net decrease increase in interest-bearing deposits 2268 1958

Net increase decrease in short-term borrowings 168 433
Net decrease in long-term FHLB borrowings 2350 8850
Preferred stock dividend payment 267

Net cash flows provided by financing activities 4961 19294

Net increase decrease in cash and cash equivalents 8050 2572
Cash and cash equivalents beginning 4479 705

Cash and cash equivalents ending 12529 4479

Supplemental disclosure of cash flow information

Cash payments for interest 4665 5740

Cash payments for income taxes

Supplemental disclosure of noncash investing activities

Unrealized gain loss on securities available for sale 1491 34
Transfer from loans to other real estate 7683 2565

See Notes to Consolidated Financial Statements
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HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies

Organization

On September 2009 HomeTown Bankshares Corporation the Company acquired all outstanding stock of

1-lomeTown Bank the Bank in an exchange for shares of the Company on one-for-one basis to become

single-bank holding company with the Bank becoming wholly-owned subsidiary The Bank was organized and

incorporated under the laws of the State of Virginia on November 2004 and commenced operations on November

14 2005 The Bank currently serves Roanoke City Virginia the County of Roanoke Virginia the City of Salem

Virginia Christiansburg Virginia and surrounding areas As state chartered bank which is member of the

Federal Reserve System the Bank is subject to regulation by the Virginia Bureau of Financial Institutions the

Federal Deposit Insurance Corporation and the Federal Reserve Board

Summary of Significant Accounting Policies

The following is description of the significant accounting and reporting policies the Company follows in preparing

and presenting its consolidated financial statements

Principles of Consolidation

The consolidated financial statements include the accounts of HomeTown Bankshares Corporation and its wholly-

owned subsidiary HomeTown Bank All significant intercompany balances and transactions have been eliminated in

consolidation

Use of Estimates

In preparing financial statements in conformity with accounting principles generally accepted in the United States of

America management is required to make estimates and assumptions that affect the reported amounts of assets and

liabilities as of the date of the balance sheet and reported amounts of revenues and expenses during the reporting

period Actual results could differ from those estimates Material estimates that are particularly susceptible to

significant change in the near term relate to the determination of the allowance for loan losses the valuation of other

real estate owned the valuation of deferred tax assets and fair value measurements Substantially all of the

Companys loan portfolio consists of loans in its market area Accordingly the ultimate collectability of

substantial portion of the Companys loan portfolio and the recovery of substantial portion of the carrying amount

of foreclosed real estate as applicable is susceptible to changes in local market conditions

Stock Split

On May 18 2010 the Company declared stock split whereby each stockholder received one additional share for

each ten shares owned The shares were distributed on July 19 2010 to stockholders of record at the close of

business on June 18 2010

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand and amounts due from correspondent banks For the purpose of

presentation in the consolidated statement of cash flows cash and cash equivalents are defined as those amounts

included in the balance sheet caption cash and due from banks

Securities

Investments in debt and equity securities with readily determinable fair values are classified as either held to

maturity available for sale or trading based on managements intent Currently all of the Companys investment

securities are classified as available for sale Available for sale securities are carried at estimated fair value with the

corresponding unrealized gains and losses excluded from earnings and reported in other comprehensive income

Gains or losses are recognized in earnings on the trade date using the amortized cost of the specific security sold

14



HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies continued

Purchase premiums and discounts are recognized in interest income using the interest method over the terms of the

securities

Impairment of securities occurs when the fair value of security is less than its amortized cost For debt securities

impairment is considered other-than-temporary and recognized in its entirety in net income if either the Company
intends to sell the security or ii it is more-likely-than-not that the Company will be required to sell the security

before recovery of its amortized cost basis If however the Company does not intend to sell the security and it is not

likely that it will be required to sell the security before recovery the Company must determine what portion of the

impairment is attributable to credit loss which occurs when the amortized cost basis of the security exceeds the

present value of the cash flows expected to be collected from the security If there is no credit loss there is no other-

than-temporary impairment If there is credit loss other-than-temporary impairment exists and the credit loss must

be recognized in net income and the remaining portion of impairment must be recognized in other comprehensive

income The Company regularly reviews each investment security for other-than-temporary impairment based on

criteria that include the extent to which cost exceeds market price the duration of that market decline the financial

health of and specific prospects for the issuer the best estimate of the present value of cash flows expected to be

collected from debt securities the Companys intention with regard to holding the security to maturity and the

likelihood that the Company would be required to sell ihe security before recovery

Restricted Equity Securities

As members of the Federal Reserve Bank FRB and the Federal Home Loan Bank of Atlanta FHLB the

Company is required to maintain certain minimum investments in the capital stock of the FRB and FHLB The

Companys investment in these securities is recorded at cost based on the redemption provisions of the FRB and

FHLB

Loans

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off are

reported at their outstanding principal amount adjusted for any charge-offs allowance for loan losses and deferred

fees or costs on originated loans Loan origination lees and certain direct origination costs are capitalized and

recognized as an adjustment of the yield of the related loan

Interest is accrued and credited to income based on the principal amount outstanding The accrual of interest on

impaired loans for all classes is discontinued when in managements opinion the borrower may be unable to meet

payments as they become due When interest accrual is discontinued all unpaid accrued interest for the current year

is reversed Interest income is subsequently recognized only to the extent cash payments are received When facts

and circumstances indicate the borrower has regained the ability to meet the required payments the loan is returned

to accrual status Past due status of loans is determined based on contractual terms The loan portfolio is comprised

of the following classes

Residential real estate construction loans carry risks that the home will not be finished according to schedule

will not be finished according to the budget and the value of the collateral may at any point in time be less than

the principal amount of the loan Construction loans also bear the risk that the general contractor may be unable

to finish the construction project as planned because of financial pressure unrelated to the project

Land acquisition and development loans and commercial construction loans carry risks that the project will not

be finished according to schedule will not be finished according to budget and the value of the collateral may
at any point in time be less than the principal amount of the loan Land acquisition and development loans and

commercial construction loans also bear the risk that the developer in the case of land acquisition and

development loans or the general contractor in the case of commercial construction loans may be unable to

finish the development or construction project as planned because of financial pressure unrelated to the project

15



HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies continued

Residential real estate loans carry
risks associated with the continued credit-worthiness of the borrower and

changes in the value of the collateral

Commercial real estate loans carry risks associated with the successful operation of business or real estate

project in addition to other risks associated with the ownership of real estate because the repayment of these

loans may be dependent upon the profitability and cash flows of the business or project

Commercial industrial and agricultural loans carry risks associated with the successful operation of business

In addition there is risk associated with the value of the collateral which may depreciate over time and cannot

be appraised with as much precision

Equity lines of credit carry risks associated with the continued credit-worthiness of the borrower and changes in

the value of the collateral

Consumer loans carry risks associated with the continued credit-worthiness of the borrower and the value of the

collateral e.g rapidly-depreciating assets such as automobiles or lack thereof Consumer loans are more

likely than real estate loans to be immediately adversely affected by job loss divorce illness or personal

bankruptcy

loan is considered impaired when based on current information and events it is probable that the Company will

be unable to collect the scheduled payments of principal or interest when due according to the contractual terms of

the loan agreement Factors considered by management in determining impairment include payment status

collateral value and the probability of collecting scheduled principal and interest payments when due Loans that

experience insignificant payment delays and payment shortfalls generally are not classified as impaired

Management determines the significance of payment delays and payment shortfalls on case-by-case basis taking

into consideration all of the circumstances surrounding the loan and the borrower including the length of the delay

the reasons for the delay the borrowers prior payment record and the amount of the shortfall in relation to the

principal and interest owed Impairment is measured on loan by loan basis for commercial and construction loans

by either the present value of expected future cash flows discounted at the loans effective interest rate the loans

obtainable market price or the fair value of the collateral if the loan is collateral dependent

TDRs Troubled Debt Restructurings occur when the Company agrees to significantly modify the original terms of

loan due to the deterioration in the financial condition of the borrower TDRs are considered impaired loans Upon

designation as TDR the Company evaluates the borrowers payment history past due status and ability to make

payments based on the revised terms of the loan If loan was accruing prior to being modified as TDR and if the

Company concludes that the borrower is able to make such payments and there are no other factors or

circumstances that would cause it to conclude otherwise the loan will remain on an accruing status If loan was on

nonaccrual status at the time of the TDR the loan will remain on nonaccrual status following the modification and

may be returned to accrual status based on record of making payments as scheduled for period of six consecutive

months As of December 31 2011 and 2010 the Company had $8.4 nd $1.9 million of loans classified as TDRs

respectively

Allowance for Loan Losses

The allowance for loan losses is established as losses are estimated to have occurred through provision for loan

losses charged to earnings Loan losses are charged against the allowance when management believes the

uncollectability of loan balance is confirmed Consumer loans are charged off when they become 120 days past

due Non-consumer loans are charged off when the loan becomes 180 days past due unless the loan is well secured

and in the process of collection Borrowers that are in bankruptcy are charged off unless the debt has been

reaffirmed and is well secured and recovery is probable Subsequent recoveries if any are credited to the allowance

The allowance for loan losses is evaluated on regular basis by management and is based upon managements

periodic review of the collectability of the loans in light of historical experience the nature and volume of the loan

16



HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies continued

portfolio adverse situations that may affect the borrowers ability to repay estimated value of any underlying

collateral and prevailing economic conditions This evaluation is inherently subjective as it requires estimates that

are susceptible to significant revision as more information becomes available

The allowance consists of specific and general components The specific component relates to loans that are

classified as impaired and is established when the discounted cash flows or collateral value or observable market

price of the impaired loan is lower than the carrying value of that loan For collateral dependent loans an updated

appraisal will be ordered if current one is not on file Appraisals are performed by independent third-party

appraisers with relevant industry experience Adjustments to the appraised value may be made based on recent sales

of like properties or general market conditions when appropriate The general component covers non-classified or

performing loans and those loans classified as doubtful substandard or special mention that are not impaired The

general component is based on historical loss experience adjusted for qualitative factors such as current economic

conditions including current home sales and foreclosures unemployment rates and retail sales The characteristics

of the loan ratings are as follows

Pass rated loans are to persons or business entities with an acceptable financial condition appropriate collateral

margins appropriate cash flow to service the existing loan and an appropriate leverage ratio The borrower has

paid all obligations as agreed and it is expected that this type of payment history will continue When necessary

acceptable personal guarantors support the loan

Special mention loans have specific defined weakness in the borrowers operations and the borrowers ability

to generate positive cash flow on sustained basis The borrowers recent payment history may be characterized

by late payments The Companys risk exposure is mitigated by collateral supporting the loan The collateral is

considered to be well-margined well maintained accessible and readily marketable

Substandard loans are considered to have specific and well-defined weaknesses that jeopardize the viability of

the Companys credit extension The payment history for the loan may have been inconsistent and the expected

or projected primary repayment source may be inadequate to service the loan The estimated net liquidation

value of the collateral pledged and/or ability of the personal guarantors to pay the loan may not adequately

protect the Company There is distinct possibility that the Company will sustain some loss if the deficiencies

associated with the loan are not corrected in the near term substandard loan would not automatically meet

our definition of impaired unless the loan is significantly past due and the borrowers performance and financial

condition provide evidence that it is probable that the Company will be unable to collect all amounts due

Substandard nonaccrual loans have the same characteristics as substandard loans however they have non-

accrual classification and are considered impaired

Doubtful rated loans have all the weaknesses inherent in loan that is classified substandard but with the added

characteristic that the weaknesses make collection or liquidation in full on the basis of currently existing facts

conditions and values highly questionable and improbable The possibility of loss is extremely high

Loss rated loans are not considered collectible under normal circumstances and there is no realistic expectation

for any future payment on the loan Loss rated loans are fully charged off

Loan Fees and Costs

Loan origination and commitment fees and certain direct loan origination costs charged by the Bank are deferred

and the net amount amortized as an adjustment of the related loans yield The Bank is amortizing these net amounts

over the contractual life of the related loans or in the case of demand loans over the estimated life Net fees related

to standby letters of credit are recognized over the commitment period

17



HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Signiticant Accounting Policies continued

Property and Equipment

Land is carried at cost Buildings equipment and leasehold improvements are carried at cost less accumulated

depreciation and amortization Depreciation is provided over the estimated useful lives of the respective assets on

the straight-line basis Estimated useful lives range from ten to forty years for buildings and from three to ten years

for equipment furniture and fixtures Leasehold improvements are amortized over term which includes the

remaining lease term and probable renewal periods on straight-line basis Maintenance and repairs are charged to

expense as incurred and major improvements are capitalized

Foreclosed Properties

Real estate properties acquired through or in lieu of loan foreclosure are to be sold and are initially recorded at fair

value less anticipated cost to sell at the date of foreclosure establishing new cost basis After foreclosure

valuations are periodically performed by management and the real estate is carried at the lower of carrying amount

or fair value less cost to sell Revenue and expenses from operations and changes in the valuation allowance are

included in loss on foreclosed real estate The valuation allowance for properties at December 31 2011 was $331

thousand compare to $69 thousand at December 31 2010

Transfers of Financial Assets

Transfers of financial assets are accounted for as sales when control over the assets has been surrendered Control

over transferred assets is deemed to be surrendered when the assets have been isolated from the Company

the transferee obtains the right free of conditions that constrain it from taking advantage of that right to pledge or

exchange the transferred assets and the Company does not maintain effective control over the transferred assets

through an agreement to repurchase them before their maturity or the ability to unilaterally cause the transferee to

return specific assets

Advertising Expense

The Bank expenses advertising costs as they are incurred For the years ended December 31 2011 and 2010

advertising expense was $331 thousand and $376 thousand respectively

Income Taxes

Deferred income tax assets and liabilities are determined using the liability method Under this method the net

deferred tax asset or liability is determined based on the tax effects of the temporary differences between the book

and tax basis of the various balance sheet assets and liabilities and gives current recognition to changes in tax rates

and laws Deferred tax assets are reduced by valuation allowance when in the opinion of management it is more

likely than not that some portion or all of the deferred tax assets will not be realized

When tax returns are filed it is highly certain that some positions taken would be sustained upon examination by the

taxing authorities while others are subject to uncertainty about the merits of the position taken or the amount of the

position that would be ultimately sustained The benefit of tax position is recognized in the financial statements in

the period during which based on all available evidence management believes it is more likely than not that the

position will be sustained upon examination including the resolution of appeals or litigation processes if any Tax

positions taken are not offset or aggregated with other positions Tax positions that meet the more-likely-than-not

recognition threshold are measured as the largest amount of tax benefit that is more than 50 percent likely of being

realized upon settlement with the applicable taxing authority The portion of the benefits associated with tax

positions taken that exceeds the amount measured as described above is reflected as liability for unrecognized tax

benefits in the accompanying consolidated balance sheets along with any associated interest and penalties that would

be payable to the taxing authorities upon examination Interest and penalties associated with unrecognized tax

benefits are classified as additional income taxes in the statement of operations There are no unrecognized tax

benefits as of December 31 2011
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HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies continued

Earnings Loss per Common Share

Basic earnings loss per common share is computed by dividing net income loss available to common

stockholders by the weighted average number of common shares outstanding during the period after giving

retroactive effect to stock splits and dividends Diluted earnings per common share is similar to the computation of

basic earnings per common share except that the denominator is increased to include the number of additional

common shares that would have been outstanding if dilutive potential common shares had been issued The

numerator is adjusted for any changes in income or loss that would result from the assumed conversion of those

potential common shares Potential common shares that may be issued by the Company relate solely to outstanding

stock options and are determined using the treasury stock method

Comprehensive Income Loss

Comprehensive income loss reflects the change in the Companys equity during the year arising from transactions

and events other than investment by and distributions to stockholders It consists of net income plus certain other

changes in assets and liabilities that are reported as separate components of stockholders equity rather than as

income or expense These changes for the Company relate solely to unrealized gains and losses on securities

available for sale

Fair Value Measurements

The Company uses fair value measurements to record fair value adjustments to certain assets and liabilities and to

determine fair value disclosures The fair value of financial instrument is the price that would be received to sell an

asset or paid to transfer liability in an orderly transaction between market participants at the measurement date

Fair value is best determined based upon quoted market prices However in many instances there are no quoted

prices for the Companys various financial instruments In cases where quoted market prices are not available fair

values are based on estimates using present value or other valuation techniques Those techniques are significantly

affected by the assumptions used including the discount rate and estimates of future cash flows Accordingly the

fair value estimates may not be realized in an immediate settlement of the instrument

The fair value guidance provides consistent definition of fair value which focuses on exit price in an orderly

transaction that is not forced liquidation or distress sale between market participants at the measurement date

under current market conditions If there has been significant decrease in the volume and level of activity for the

asset or liability change in valuation techniques or the use of multiple valuation techniques may be appropriate In

such instances determining the price at which willing market participants would transact at the measurement date

under current market conditions depends on the facts and circumstances and requires the use of significant

judgment The fair value is reasonable point within the range that is most representative of fair value under current

market conditions

Financial Instruments

Credit related financial instruments In the ordinary course of business the Company has entered into commitments

to extend credit including commitments under lines of credit arrangements commercial letters of credit and standby

letters of credit Such financial instruments are recorded when they are funded

Stock-Based Compensation Plan

The 2005 Stock Option Plan was approved by shareholders on April 20 2006 which authorized 550000 shares of

common stock to be used in the granting of incentive options to employees and directors This is the first stock

incentive plan adopted by the Company Under the plan the option price cannot be less than the fair market value of

the stock on the date granted An options maximum term is ten years from the date of grant Options granted under

the plan may be subject to vesting schedule
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HomeTown Bankshares Corporation
Notes to Consolidated Financial Statements

Note Organization and Summary of Significant Accounting Policies continued

The Company accounts for the stock option plan in accordance with applicable accounting guidance Under the fair

value recognition provisions of this guidance stock-based compensation cost is measured at the grant date based on

the fair value of the award and is recognized as expense on straight-line basis over the requisite service period

which is the vesting period

Reclassifications

Certain reclassifications have been made to prior periods to conform to current year presentation

Recent Accounting Pronouncements

In January 2010 the Financial Accounting Standards Board FASB issued Accounting Standards Update ASU
2010-06 Fair Value Measurements and Disclosures Topic 820 Improving Disclosures about Fair Value

Measurements ASU 2010-06 amends Subtopic 820-10 to clarify existing disclosures require new disclosures and

includes conforming amendments to guidance on employers disclosures about postretirement benefit plan assets

ASU 2010-06 is effective for interim and annual periods beginning after December 15 2009 except for disclosures

about purchases sales issuances and settlements in the roll forward of activity in Level fair value measurements

Those disclosures are effective for fiscal years beginning after December 15 2010 and for interim periods within

those fiscal years The adoption of the new guidance did not have material impact on the Companys consolidated

financial statements

In July 2010 the FASB issued ASU 2010-20 Receivables Topic 310 Disclosures about the Credit Quality of

Financing Receivables and the Allowance for Credit Losses The new disclosure guidance significantly expands

the existing requirements and will lead to greater transparency into companys exposure
to credit losses from

lending arrangements The extensive new disclosures of information as of the end of reporting period became

effective for both interim and annual reporting periods ending on or after December 15 2010 Specific disclosures

regarding activity that occurred before the issuance of the ASU such as the allowance roll forward and modification

disclosures will be required for periods beginning on or after December 15 2010 The Company has included the

required disclosures in its consolidated financial statements

In December 2010 the FASB issued ASU 2010-28 Intangible Goodwill and Other Topic 350 When to

Perform Step of the Goodwill Impairment Test for Reporting Units with Zero or Negative Carrying Amounts

The amendments in this ASU modify Step of the goodwill impairment test for reporting units with zero or

negative carrying amounts For those reporting units an entity is required to perform Step of the goodwill

impairment test if it is more likely than not that goodwill impairment exists The amendments in this ASU are

effective for fiscal years and interim periods within those years beginning after December 15 2010 Early adoption

is not permitted The adoption of the new guidance did not have material impact on the Companys consolidated

financial statements

In December 2010 the FASB issued ASU 2010-29 Business Combinations Topic 805 Disclosure of

Supplementary Pro Forma Information for Business Combinations The guidance requires pro forma disclosure for

business combinations that occurred in the current reporting period as though the acquisition date for all business

combinations that occurred during the year had been as of the beginning of the annual reporting period If

comparative financial statements are presented the pro forma information should be reported as though the

acquisition date for all business combinations that occurred during the current year had been as of the beginning of

the comparable prior annual reporting period ASJ 2010-29 is effective for business combinations for which the

acquisition date is on or after the beginning of the first annual reporting period beginning on or after December

2010 Early adoption is permitted The adoption of the new guidance did not have material impact on thc

Companys consolidated financial statements

The Securities Exchange Commission SEC issued Final Rule No 33-9002 Interactive Data to Improve Financial

Reporting The rule requires companies to submit financial statements in extensible business reporting language

XBRL format with their SEC filings on phased-in schedule Large accelerated filers and foreign large
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accelerated filers using U.S GAAP were required to provide interactive data reports starting with their first

quarterly report for fiscal periods ending on or after June 15 2010 All remaining filers are required to provide

interactive data reports starting with their first quarterly report for fiscal periods ending on or after June 15 2011

In March 2011 the SEC issued Staff Accounting Bulletin SAB 114 This SAB revises or rescinds portions of the

interpretive guidance included in the codification of the Staff Accounting Bulletin Series This update is intended to

make the relevant interpretive guidance consistent with current authoritative accounting guidance issued as part of

the FASBs Codification The principal changes involve revision or removal of accounting guidance references and

other conforming changes to ensure consistency of referencing through the SAB Series The effective date for SAB

114 is March 28 2011 The adoption of the new guidance did not have material impact on the Companys

consolidated financial statements

In January 2011 the FASB issued ASU 2011-01 Receivables Topic 310 Deferral of the Effective Date of

Disclosures about Troubled Debt Restructurings The amendments in this ASU temporarily delayed the effective

date of the disclosures about troubled debt restructurings in Update 20 10-20 for public entities The delay was

intended to allow the Board time to complete its deliberations on what constitutes troubled debt restructuring The

effective date of the new disclosures about troubled debt restructurings for public entities and the guidance for

determining what constitutes troubled debt restructuring was effective for interim and annual periods ending after

June 15 2011 The adoption of the new guidance did not have material impact on the Companys consolidated

financial statements

In April 2011 the FASB issued ASU 2011-02 Receivables Topic 310 Creditors Determination of Whether

Restructuring Is Troubled Debt Restructuring The amendments in this ASU clarify the guidance on creditors

evaluation of whether it has granted concession to debtor They also clarify the guidance on creditors

evaluation of whether debtor is experiencing financial difficulty The amendments in this ASU are effective for

the first interim or annual period beginning on or after June 15 2011 Early adoption is permitted Retrospective

application to the beginning of the annual period of adoption for modifications occurring on or after the beginning of

the annual adoption period is required As result of applying these amendments an entity may identify receivables

that are newly considered to be impaired For purposes of measuring impairment of those receivables an entity

should apply the amendments prospectively for the first interim or annual period beginning on or after June 15

2011 The Company has adopted ASU 2011-02 and included the required disclosures in its consolidated financial

statements

In April 2011 the FASB issued ASU 2011-03 Transfers and Servicing Topic 860 Reconsideration of Effective

Control for Repurchase Agreements The amendments in this ASU remove from the assessment of effective

control the criterion requiring the transferor to have the ability to repurchase or redeem the financial assets on

substantially the agreed terms even in the event of default by the transferee and the collateral maintenance

implementation guidance related to that criterion The amendments in this ASU are effective for the first interim or

annual period beginning on or after December 15 2011 The guidance should be applied prospectively to

transactions or modifications of existing transactions that occur on or after the effective date Early adoption is not

permitted The adoption of the new guidance did not have material impact on the Companys consolidated

financial statements

In May 2011 the FASB issued ASU 2011-04 Fair Value Measurement Topic 820 Amendments to Achieve

Common Fair Value Measurement and Disclosure Requirements in U.S GAAP and IFRSs This ASU is the result

of joint efforts by the FASB and IASB to develop single converged fair value framework on how not when to

measure fair value and what disclosures to provide about fair value measurements The ASU is largely consistent

with existing fair value measurement principles in U.S GAAP Topic 820 with many of the amendments made to

eliminate unnecessary wording differences between U.S GAAP and IFRSs The amendments are effective for

interim and annual periods beginning after December 15 2011 with prospective application Early application is not

permitted The adoption of the new guidance did not have material impact on the Companys consolidated

financial statements
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In June 2011 the FASB issued ASU 2011-05 Comprehensive Income Topic 220 Presentation of

Comprehensive Income The objective of this ASU is to improve the comparability consistency and transparency

of financial reporting and to increase the prominence of items reported in other comprehensive income by

eliminating the option to present components of other comprehensive income as part of the statement of changes in

stockholders equity The amendments require that all non-owner changes in stockholders equity be presented

either in single continuous statement of comprehensive income or in two separate but consecutive statements The

single statement of comprehensive income should include the components of net income total for net income the

components of other comprehensive income total for other comprehensive income and total for comprehensive

income In the two-statement approach the first statement should present total net income and its components

followed consecutively by second statement that should present all the components of other comprehensive

income total for other comprehensive income and total for comprehensive income The amendments do not

change the items that must be reported in other comprehensive income the option for an entity to present

components of other comprehensive income either net of related tax effects or before related tax effects or the

calculation or reporting of earnings per share The amendments in this ASU should be applied retrospectively The

amendments are effective for fiscal years and interim periods within those years beginning after December 15 2011

Early adoption is permitted because compliance with the amendments is already permitted The amendments do not

require transition disclosures The Company is currently assessing the impact that ASU 2011-05 will have on its

consolidated financial statements

In August 2011 the SEC issued Final Rule No 33-9250 Technical Amendments to Commission Rules and Forms

related to the FASBs Accounting Standards Codification The SEC has adopted technical amendments to various

rules and forms under the Securities Act of 1933 the Securities Exchange Act of 1934 and the Investment

Company Act of 1940 These revisions were necessary to conform those rules and forms to the FASB Accounting

Standards Codification The technical amendments include revision of certain rules in Regulation S-X certain items

in Regulation S-K and various rules and forms prescribed under the Securities Act Exchange Act and Investment

Company Act The Release was effective as of August 12 2011 The adoption of the new guidance did not have

material impact on the Companys consolidated financial statements

In September 2011 the FASB issued ASU 2011-08 Intangible Goodwill and Other Topic 350 Testing

Goodwill for Impairment The amendments in this ASU permit an entity to first assess qualitative factors related to

goodwill to determine whether it is more likely than not that the fair value of the reporting unit is less than its

carrying amount as basis for determining whether it is necessary to perform the two-step goodwill test described in

Topic 350 The more-likely-than-not threshold is defined as having likelihood of more than 50 percent Under the

amendments in this ASU an entity is not required to calculate the fair value of reporting unit unless the entity

determines that it is more likely than not that its fair value is less than its
carrying amount The amendments in this

ASU are effective for annual and interim goodwill impairment tests performed for fiscal years beginning after

December 15 2011 Early adoption is permitted including for annual and interim goodwill impairment tests

performed as of date before September 15 2011 if an entitys financial statements for the most recent annual or

interim period have not yet been issued The Company is currently assessing the impact that ASU 2011-08 will

have on its consolidated financial statements

In December 2011 the FASB issued ASU 2011-Il Balance Sheet Topic 210 Disclosures about Offsetting

Assets and Liabilities This ASU requires entities to disclose both gross information and net information about

both instruments and transactions eligible for offset in the balance sheet and instruments and transactions subject to

an agreement similar to master netting arrangement An entity is required to apply the amendments for annual

reporting periods beginning on or after January 2013 and interim periods within those annual periods An entity

should provide the disclosures required by those amendments retrospectively for all comparative periods presented

The Company is currently assessing the impact that ASU 2011-11 will have on its consolidated financial statements
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In December2011 the FASB issued ASU 2011-12 Comprehensive Income Topic 220 Deferral of the Effective

Date for Amendments to the Presentation of Reclassifications of Items Out of Accumulated Other Comprehensive

Income in Accounting Standards Update No 201 1-05 The amendments are being made to allow the Board time to

redeliberate whether to present on the face of the financial statements the effects of reclassifications out of

accumulated other comprehensive income on the components of net income and other comprehensive income for all

periods presented While the Board is considering the operational concerns about the presentation requirements for

reclassification adjustments and the needs of financial statement users for additional information about

reclassification adjustments entities should continue to report reclassifications out of accumulated other

comprehensive income consistent with the presentation requirements in effect before Update 2011-05 All other

requirements in Update 2011-05 are not affected by this Update including the requirement to report comprehensive

income either in single continuous financial statement or in two separate but consecutive financial statements

Public entities should apply these requirements for fiscal years and interim periods within those years beginning

after December IS 2011 Nonpublic entities should begin applying these requirements for fiscal years ending after

December 15 2012 and interim and annual periods thereafter The Company is currently assessing the impact that

ASU 2011-12 will have on its consolidated financial statements

Note Investment Securities

The amortized cost and fair value of securities available for sale are as follows

Dollars In Thousands

U.S Government agency securities

Mortgage-backed securities

Municipal securities

December31 2011

Gross Gross

Amortized Unrealized Unrealized Estimated

Cost Gains Losses Fair Value

33558 480 16 34022

26673 495 19 27149

7897 235 96 8036

68128 1210 131 69207

Amortized

Cost

23632

26343

2040

52015

December31 2010

Gross Gross

Unrealized Unrealized

Gains Losses

210 497
52 75

102
262 674

Estimated

Fair Value

23345

26320

1938

51603

At December 2011 the Company does not consider any bond

temporarily impaired

in an unrealized loss position to be other than

U.S Government and feral agency securities The unrealized losses on ten of the Companys investments in

obligations of the U.S government were caused by increases in market interest rates over the yields available at the

time the securities were purchased The contractual terms of those investments do not permit the issuer to settle the

securities at price less than the amortized cost bases of the investments Because the Company does not intend to

sell the investments before recovery of their amortized cost bases which may be maturity the Company does not

consider those investments to be other-than-temporarily impaired at December 31 2011

Dollars In Thousands

U.S Government agency securities

Mortgage-backed securities

Municipal securities
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Mortgage-backed securities The unrealized losses in four of the Companys investments in government-sponsored

entity mortgage-backed securities were caused by increases in market interest rates over the yields available at the

time the securities were purchased Because the decline in market value is attributable to changes in interest rates

and not credit quality and because the Company does not intend to sell the investments before recovery of their

amortized cost bases which may be maturity the Company does not consider those investments to be other-than-

temporarily impaired at December 31 2011

Municipal securities The unrealized losses on the Companys eleven investments in obligations of municipal

securities were caused by increases in market interest rates over the yields available at the time the securities were

purchased All municipal securities are investment grade Because the decline in market value is attributable to

changes in interest rates and not credit quality and because the Company does not intend to sell the investments

before recovery of their amortized cost bases which may be maturity the Company does not consider those

investments to be other-than-temporarily impaired at December 31 2011

The following tables demonstrate the unrealized loss position of securities available for sale at December 31 2011

and 2010

Dollars In Thousands

U.S Government agency

securities

Mortgage-backed securities

Municipal securities

December 312011

Less than 12 months 12 months or more Total

Estimated Unrealized Estimated Unrealized Estimated Unrealized

Fair Value Loss Fair Value Loss Fair Value Loss

6201 16 6201 16
2957 14 725 3682 19
3371 96 3371 96

12529 126 725 13254 131

December 2010

Less than 12 months 12 months or more

Estimated Unrealized Estimated Unrealized

Fair Value Loss Fair Value Loss

Total

Estimated Unrealized

Fair Value Loss

U.S Government agency

14833 497
16086 75

1686 102

32605 674

Amortized

Cost

1269

9567

57292

68128

Estimated

Fair Value

1287

9695

58225

69207

Dollars In Thousands

securities

Mortgage-backed securities

14833

16086

Municipal securities 1686

32605

497

75
102 _________ _________

674

The amortized cost and estimated fair value of securities at December 31 2011 by contractual maturity are shown

below Expected maturities will differ from contractual maturities because issuers may have the right to prepay

obligations with or without call or prepayment penalties

Dollars In Thousands ___________ ___________

Less than one year

Over one through five years

Over five through ten years

Greater than years ____________
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Proceeds from the sales maturities and calls of securities available for sale in 2011 and 2010 were $28.2 million and

$27.2 million respectively The Company realized $196 thousand in gains on sales of its available for sale securities

in 2011 The company had no sales of securities in 2010 Total pledged securities had fair market value of $13.0

million at December 31 2011 Securities having fair market value of $5.3 million were pledged to secure public

deposits while securities pledged to secure Federal Home Loan Bank borrowings totaled $6.2 million $1.4 million

in securities were pledged for other purposes at December 31 2011

The primary purpose
of the investment portfolio is to generate income diversify earning assets and meet liquidity

needs of the Company through readily saleable financial instruments The portfolio is made up primarily of fixed

rate bonds whose prices move inversely with rates At the end of any accounting period the investment portfolio

has unrealized gains and losses The Company monitors the portfolio which is subject to liquidity needs market

rate changes and credit risk changes to see if adjustments are needed The primary concern in loss situation is the

credit quality of the business or entity behind the instrument The primary cause of unrealized losses is the increase

in market interest rates over the yields available at the time the securities were purchased

Note Loans Receivable

The major classifications of loans in the consolidated balance sheets at December 31 2011 and 2010 were as

follows

Dollars In Thousand December

2011 2010

Construction

Residential 3695 7608

Land acquisition development commercial 23.911 28981

Real Estate

Residential 58070 55381

Commercial 102.312 109674

Commercial industrial agricultural 36.297 39204

Equity lines 19018 20121

Consumer 5776 3137

249079 264106

Less allowance for loan losses 3979 5228

Loans net 245100 258878
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The past due and nonaccrual status of loans as of December 31 201 was as follows

Construction

Residential

Land acquisition

development

commercial

Real Estate

Residential

Commercial

Commercial industrial

agricultural

Equity lines

Consumer

Total

90 Days or

30-59 Days 60-89 Days More Past

Past Due Past Due Due

1096 22815 23911 632

714 57356 58070 714

102312 102312

36199 36297

18375 19018

___________
5776

___________

___________ S_249079 ___________

The past due and nonaccrual status of loans as of December 2010 was as follows

Construction

Residential

Land acquisition

development

commercial

Real Estate

Residential

Commercial

Commercial industrial

agricultural

Equity lines

Consumer

Total

90 Days or

30-59 Days 60-89 Days More Past

Past Due Past Due Due

224

3555 25426 28981 2.166

6152 49229 55381 875

I09674 109674

419 38785 39204 419

334 19787 20121

__________ __________ 3137 __________

_________ _________
264106 3684

There were no loans past due ninety days or more and still accruing interest at December 31 2011 or December 31

2010

Dollars In Thousands

Total Past Total Nonaccrual

Due Current Loans Loans

3695 3695

464 632

535 179

55 43

643

98

643

5776

55 999 1497 2551 $246528

Dollars In Thousands

43

643

2032

Total Past

Due Current

Total Nonaccrual

Loans Loans

224 224 7384 7608

960 429 2166

261 5016 875

419

202 132

3135

1425 5577 3684 10686 $253420
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Impaired loans which include TDRs of $8.4 million and the related allowance at December 31 2011 were as

follows

December31 2011 Recorded Unpaid Average Interest

With no related allowance Investment Principal Related Balance Income

Dollars In Thousands in Loans_ Balance Allowance Total Loans Recognized

Construction

Residential -- 917

Land acquisition development

commercial 2174 3300 2815 100

Real Estate

Residential 714 714 1868 27

Commercial 8508 8508 7201 383

Commercial industrial

agricultural 218

Equity lines 439 439 175

Consumer --

Total loans with no allowance 11835 12961 13194 515

December 31 2011 Recorded Unpaid Average Interest

With an allowance recorded Investment Principal Related Balance Income

Dollars In Thousandsi in Loans_ Balance Allowance Total Loans Recognized

Construction

Residential 288

Land acquisition development

commercial 801 801 249 3024 38

Real Estate

Residential 137

Commercial 3080 3080 292 2386 183

Commercial industrial

agricultural

Equity lines 203 203 88 108

Consumer
___________

Total loans with an allowance 4084 4084 629 5943 226
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Impaired loans which include TDRs of $1.9 million and the related allowance at December 2010 were as

follows

December 31 2010 Recorded Unpaid Average Interest

With no related allowance Investment Principal Related Balance Income

Dollars In Thousands in Loans Balance Allowance Total Loans Recognized

Construction

Residential 2007 2007 1250 36

Land acquisition development

commercial 4888 5569 4292 177

Real Estate

Residential 6527 6527 6220 190

Commercial 7730 7730 4732 261

Commercial industrial

agricultural 428 428 960 17

Equity lines 49

Consumer

Total loans with no allowance 21580 22261 17503 681

December 31 2010 Recorded Unpaid Average Interest

With an allowance recorded Investment Principal Related Balance Income

Dollars In Thousands in Loans Balance Allowance Total Loans Recognized

Construction

Residential
--

Land acquisition development

commercial 3005 3660 1065 3057 62

Real Estate

Residential 683 683 175 683

Commercial 1572 1572 282 1590 12

Commercial industrial

agricultural

Equity lines

Consumer

Total loans with an allowance 5260 5915 1522 5330 76
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Troubled Debt Restructurings

Included in certain loan categories in the impaired loans table above are troubled debt restructurings TDRs that

were classified as impaired TDRs at Iecember 31 2011 are comprised of loans totaling $8.4 million all of

which are performing in accordance with their restructured terms and are not on nonaccrual status This compares

with $1.9 million in total restructured loans at December 31 2010 The amount of the valuation allowance related

to total TDRs was $277 as of December 2011 and none as of December 2010

The $8.4 million in TDRs which were performing as agreed under restructured terms as of December 31 2011 is

represented by three commercial real estate loans The Company considers all loans classified as TDRs to be

impaired as of December 31 2011

As result of adopting the amendments in ASU 2011-02 Receivables Topic 310 Creditors Determination of

Whether Restructuring Is Troubled Debt Restructuring The Company reassessed all restructurings that

occurred on or after the beginning of the fiscal year of adoption January 2011 to determine whether they are

considered TDRs under the amended guidance using review procedures in effect at that time

The following table presents by classification of loan information related to loans modified in TDR during 2011

Loans modified as TDRs
For the year ended December 31 2011

Pre-Modification Post-Modification

Number Outstanding Outstanding

of Recorded Recorded

Dollars In Thousands Contracts Investment Investment

Construction loans

Residential

Land acquisition development commercial

Real estate loans

Residential

Commercial 6671 6421

Commercial industrial agricultural

Equity lines

Consumer

Total Loans 6671 6421

During 2011 the Company modified loans that were considered to be TDRs We accepted permanent reduction

in the recorded investment on one loan and extended the interest only payment term of another loan One loan was

modified as TDR in 2010 extending the term of the interest only payment period At December 31 2011 there

were no defaults of loans that have been restructured in the last twelve months
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Management considers troubled debt restructurings and subsequent defaults in restructured loans in the

determination of the adequacy of the Companys allowance for loan losses When identified as TDR loan is

evaluated for potential loss based on the present value of expected future cash flows discounted at the loans

effective interest rate the loans observable market price or the estimated fair value of the collateral less any selling

costs if the loan is collateral dependent Loans identified as TDRs frequently are on non-accrual status at the time of

the restructuring and in some cases partial charge-offs may have already been taken against the loan and specific

allowance may have already been established for the loan As result of any modification as TDR the specific

reserve associated with the loan may be increased Additionally loans modified in TDR are closely monitored for

delinquency as an early indicator of possible future defaults If loans modified in TDR subsequently default the

Company evaluates the loan for possible further impairment As result any specific allowance may be increased

adjustments may be made in the allocation of the total allowance balance or partial charge-offs may be taken to

further write-down the carrying value of the loan Management exercises significant judgment in developing

estimates for potential losses associated with TDRs

Note Allowance for Loan Losses

The following table presents as of December 31 2011 the total loans and loans by impairment methodology

individually evaluated for impairment or collectively evaluated for impairment and the total allowance for loan

losses the allowance by impairment methodology individually evaluated for impairment or collectively evaluated

for impairment Dollars in thousands
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Construction Real Estate

Allowance

for Loan

Losses

Residential Land

acquisition

development

corn merc al

Residential Commercial Commercial

industrial

agricultural

Equity Consumer Total

lines

Beginning

Balance 121 1802 785 1556 702 222 40 5228

Provisions

Ending

balance

Ending

balance

Individually

evaluated for

impairment

Ending

balance

Collectively

evaluated for

impairment

Loans

Ending

balance

119 651 77 114 65 249 101 1222

90 953 538 1314 628 313 143 3979

249 292 88 629

90 704 538 1022 628 225 143 3350

3695 23911 58070 102312 36297 19018 5776 $249079

Ending

balance

Individually

evaluated for

impairment

Ending

balance

Collectively

evaluated for

impairment

-- 2975 714 11588 642 15919

3695 20936 57356 90724 36297 18376 5776 $233160

Charge-offs

Recoveries

150 1500 170 356 139 158 2474
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The following table presents as of December 31 2010 the total loans and loans by impairment methodology

individually evaluated for impairment or collectively evaluated for impairment and the total allowance for loan

losses the allowance by impairment methodology individually evaluated for impairment or collectively evaluated

for impairment Dollars in thousands

Construction Real Estate

Land

acquisition

development Commercial

industrial Equity

Residential commercial Residential Commercial agricultural lines Consumer Total

Loans

Ending

balance 7608 2898 55381 $109674 39204 $20121 3137 $264106

Ending

balance

Individually

evaluated for

impairment 2007 7893 7210 9302 428 26840

Ending

balance

Collectively

evaluated for

impairment 5601 21088 48171 100372 38776 $20121 3137 $237266

Allowance for

loan losses

Ending

balance 121 1802 785 1556 702 222 40 5228

Ending

balance

Individually

evaluated for

impairment 1065 175 282 1522

Ending

balance

Collectively

evaluated for

impairment 121 737 610 1274 702 222 40 3706
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Loans by credit quality indicators as of December 2011 were as follows

Dollars In Thousands Special Substandard

Pass Mention Substandard Nonaccrual

Doubtful

Nonaccrual Total

Construction

Residential 56767

Commercial

Commercial industrial

agricultural

Equity lines 18375

Consumer

Total

At December 31 2011 the Company does not have any loans classified as Loss

Loans by credit quality indicators as of December 2010 were as follows

Dollars In Thousands Special Substandard

Pass Mention Substandard Nonaccrual Total

Construction

Residential 5250 350 1784 224 7608
Land acquisition

development commercial

Real Estate

875 55381

109674

419 39204

20121

___________ 3137

3684 264106

At December 31 2010 the Company does not have any loans classified as Doubtful or Loss

Residential

Land acquisition

development commercial

Real Estate

3695

21039

90421

35136

3695

2240 433 199 23911

589 714 58070

2721 9170 102312

178 940 43 36297

643 19018

5776
________ 5776

231209 3488 12350 1833 199 249079

18564 2524 5727 2166 28981

Residential 47782 223 6501

Commercial 94965 5152 9557

Commercial industrial

agricultural 37239 35 151

Equity lines 20121

Consumer 3059 78

Total 226980 8284 25158
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Changes in the valuation allowance on foreclosed properties were as follows

Dollars In Thousands December

2011 2010

Balance at the beginning of the year 69 --

Valuation allowance 262 69

Recoveries

Charge-otis

Balance at the end of the year
331 69

Note Property and Equipment

The major components of property and equipment at December 31 2011 and 2010 were as follows

Dollars In Thousands 2011 2010

Land 3957 2749

Buildings and improvements 3694 3694

Leasehold improvements 2388 2377

Furniture and equipment 1985 1901

Software 348 Il

Construction in process
69 60

Property and equipment total 12441 11092

Less accumulated depreciation and amortization 2859 2320

Property and equipment net 9582 8772

Depreciation and amortization expense was $538 thousand and $609 thousand for the years ended December

2011 and 2010 respectively

Leases

The Company currently leases its main office under non-cancelable lease agreement The lease expires December

15 2015 and provides an option to extend the lease for two additional five-year periods Terms of the agreement

provide for an annual rental increase based on published inflation index not to exceed three percent over the rent

for the immediately preceding lease year Minimum annual payments until expiration at December 15 2015 are

$161 thousand The Company currently leases branch location under non-cancelable lease agreement Terms of

the agreement provide for an annual rental increase based on published inflation index not to exceed three percent

over the rent for the immediately preceding lease year The lease expires on July 2016 and provides an option to

extend the lease for two additional five-year periods Minimum annual payments until expiration at July 31 2016

are $99 thousand The Company currently leases another branch location along with additional office space under

noncancelable lease agreements Terms of the agreements provide for rental increase of tell percent upon renewal

of the leases The leases expire on April 30 2013 and provide an option to extend the leases for one additional five

year period Minimum annual payments until expiration at April 30 2013 are $32 thousand
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The current minimum annual lease payments under non-cancelable leases in effect at December 31 2011 were as

follows

Dollars In Thousands 2011

2012 291

2013 270

2014 260

2015 260

2016 58

Thereafter 1096

Total 2235

Rent
expense for the years ended December 2011 and 2010 was $333 thousand and $330 thousand respectively

Note Deposits

The aggregate amount of time deposits in denominations of one hundred thousand dollars or more at December 31
2011 and 2010 was $51.7 million and $74.6 million respectively At December 31 2011 the scheduled maturities

of time deposits are as follows

Dollars In Thousands 2011

2012 87680

2013 27819

2014 5691

2015 1788

2016 4294

Total 127272

The Company obtains certain deposits through the efforts of third-party deposit brokers At December 31 2011 and

2010 brokered deposits totaled $23.5 million and $37.8 million respectively and were included in interest-bearing

deposits on the consolidated balance sheets

Note Short Term Borrowings

Short term borrowings consist of the following at December 2011 and 2010

Dollars In Thousands 2011 2010

Securities sold under agreements to repurchase 449 281

Weighted average interest rate 0.89% 0.89%

Short term borrowings consist of securities sold under agreements to repurchase which are secured transactions

with customers and generally mature the day following the day sold Short-term borrowings may also include

Federal funds purchased which are unsecured overnight borrowings from other financial institutions At December

2011 the Bank had established $19 million in federal funds lines of credit with no balance outstanding
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Note Federal Home Loan Bank Borrowings

The Company has outstanding long-term debt with the Federal Home Loan Bank of Atlanta in the amount of $19.0

million and $21.4 million as of December 31 2011 and 2010 respectively The long-term debt at December 31

2011 is comprised of one convertible advance in the amount of $4 million one fixed rate advance in the amount of

$12 million and one fixed rate advance in the amount of $3 million The Federal Home Loan Bank of Atlanta has

the option to convert the convertible advances on the conversion dates below and on any quarterly interest payment

date thereafter with at least two business days notice If called the advance will be converted into 3-month

London Interbank Offered Rate LIBOR based adjustable rate credit

At December 31 2011 and 2010 borrowings from the Federal Home Loan Bank of Atlanta were as follows

Dollars In Thousands

Advance Maturity Conversion Current

Date Date Date Rate 2011 2010

May 18 2007 May 18 2012 February 18 2011 4.49% 3000

September 2007 September 2017 March 72011 3.69% 4000 4000

May 17 2009 May 17 2011 0.47% 2350

October 19 2009 October 19 2012 1.97% 12000 12000

July 27 2011 July 28 2014 2.19% 3000 __________

19000 21350

The Company had collateral pledged on these borrowings at December 31 2011 including real estate loans totaling

$39.7 million investment securities totaling $6.2 million and Federal Home Loan Bank stock with book value of

$1.5 million

Note 10 Fair Value Measurements

The Company uses hierarchy of valuation techniques based on whether the inputs to those valuation techniques are

observable or unobservable Observable inputs reflect market data obtained from independent sources while

unobservable inputs reflect the Companys market assumptions The three levels of the fair value hierarchy based on

these two types of inputs are as follows

Level Valuation is based on quoted prices in active markets for identical assets and liabilities

Level Valuation is based on observable inputs including quoted prices in active markets for similar assets and

liabilities quoted prices for identical or similar assets and liabilities in less active markets and model-based

valuation techniques for which significant assumptions can be derived primarily from or corroborated by observable

data in the market

Level Valuation is based on model-based techniques that use one or more significant inputs or assumptions that

are unobservable in the market

The following describes the valuation techniques used by the Company to measure certain financial assets and

liabilities recorded at fair value on recurring basis in the financial statements

Securities available for sale Securities available for sale are recorded at fair value on recurring basis Fair value

measurement is based upon quoted market prices when available Level If quoted market prices are not

available fair values are measured utilizing independent valuation techniques of identical or similar securities for

which significant assumptions are derived primarily from or corroborated by observable market data Third party

vendors compile prices from various sources and may determine the fair value of identical or similar securities by

using pricing models that consider observable market data Level
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Note 10 Fair Value Measurements continued

Derivative assets Derivative assets are recorded at fair value on recurring basis Fair value measurement is based

upon quoted market prices when available Level If quoted market prices are not available fair values are

measured utilizing independent valuation techniques of identical or similar securities for which significant

assumptions are derived primarily from or corroborated by observable market data Third party vendors compile

prices from various sources and may determine the fair value of identical or similar assets by using pricing models

that consider observable market data Level

Derivative liabilities Derivative liabilities are recorded at fair value on recurring basis Fair value measurement is

based upon quoted market prices when available Level If quoted market prices are not available fair values are

measured utilizing independent valuation techniques of identical or similar securities for which significant

assumptions are derived primarily from or corroborated by observable market data Third party vendors compile

prices from various sources and may determine the fair value of identical or similar liabilities by using pricing

models that consider observable market data Level

The following tables presents the balances of financial assets and liabilities measured at fair value on recurring

basis as of December 31 2011 and 2010

Dollars In Thousands Carrying value at December 2011

Quoted Prices Significant Other Significant

Balance as of in Active Markets for Observable Unobservable

December 31 Identical Assets Inputs Inputs

Description 2011 Level Level Level

Assets

U.S Government agency securities 34022 34022

Mortgage-backed securities 27149 27149

Municipal securities 8036 8036
Derivative assets 170 170

Liabilities

Derivative liabilities 170 170

Dollars In Thousands Carrying value at December 2010

Quoted Prices Significant Other Significant

Balance as of in Active Markets for Observable Unobservable

December Identical Assets Inputs Inputs

Description 2010 Level Level Level

Assets

U.S Government agency securities 23345 23345

Mortgage-backed securities 26320 26320

Municipal securities 1938 1938

Derivative assets 301 301

Liabilities

Derivative liabilities 301 301

Certain assets are measured at fair value on nonrecurring basis in accordance with GAAP Adjustments to the fair

value of these assets usually result from the application of lower-of-cost-or-market accounting or write-downs of

individual assets

The following describes the valuation techniques used by the Company to measure certain assets recorded at fair

value on nonrecurring basis in the consolidated financial statements
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Note 10 Fair Value Measurements continued

Impaired Loans Loans are designated as impaired when in the judgment of management based on current

information and events it is probable that all amounts due according to the contractual terms of the loan agreement

will not be collected The measurement of loss associated with impaired loans can be based on either the observable

market price of the loan or the fair value of the collateral Fair value is measured based on the value of the collateral

securing the loans Collateral may be in the form of real estate or business assets including equipment inventory

and accounts receivable The vast majority of the collateral is real estate The value of real estate collateral is

determined utilizing an income or market valuation approach based on an appraisal conducted by an independent

licensed appraiser outside of the Company using observable market data Level However if the collateral is

house or building in the process
of construction or if an appraisal of the real estate property is over two years old

then the fair value is considered Level The value of business equipment is based upon an outside appraisal if

deemed significant or the net book value on the applicable businesss financial statements if not considered

significant using observable market data Likewise values for inventory and accounts receivables collateral are

based on financial statement balances or aging reports Level Impaired loans allocated to the Allowance for Loan

Losses are measured at fair value on nonrecurring basis Any fair value adjustments are recorded in the period

incurred as provision for loan losses on the Consolidated Statements of Operations

Other Real Estate Owned OREO Foreclosed assets are adjusted to fair value upon transfer of the loans to OREO

Subsequently OREO is carried at the lower of carrying value or fair market value less selling costs Fair value is

based upon independent market prices appraised values of the collateral or managements estimation of the value of

the collateral When the fair value of the collateral is based on an observable market price or current appraised

value the Company records the OREO as nonrecurring Level When the appraised value is not available or

management determines the fair value of the collateral is further impaired below the appraised value and there is no

observable market price the Company records the OREO as nonrecurring Level

The following table summarizes the Companys assets that were measured at fair value on nonrecurring basis

during the period

Description _____________________

Assets

Impaired Loans net of

valuation allowance

Other real estate owned

Carrying value at December 31 2010

Significant

Other

Observable

Inputs

Description ___________________ ___________________
Level

_______________

Assets

Impaired Loans net of

valuation allowance

Other real estate owned

Dollars In Thousands

Balance as of

December 31 2011

Carrying value at December 201

Significant

Quoted Prices Other Significant

in Active Markets Observable Unobservable

for Identical Assets Inputs Inputs

Level Level Level

2387 1068

9562

Dollars In Thousands

3455

9562

Balance as of

December 31 2010

Quoted Prices

in Active Markets

for Identical Assets

Level

Significant

Unobservable

Inputs

Level

3738 2319 1419

2976 2976
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Note 10 Fair Value Measurements continued

The following methods and assumptions were used by the Company in estimating its fair value disclosures for

financial instruments

Cash and due from banks The carrying amounts reported in the balance sheet for cash on hand and amounts due

from correspondent banks approximate their fair values The fair values for certificates of deposit are estimated

using discounted cash flow calculation that applies interest rates currently being offered on certificates of deposit

to schedule of aggregated contractual maturities on such time deposits

Federal funds sold Federal funds sold consist of overnight loans to other financial institutions and mature within

one to three days At December 31 2011 and 2010 management believes the carrying value of federal funds sold

approximates estimated market value

Available-for-sale securities Fair values for securities excluding restricted equity securities are based on quoted
market prices where available If quoted market prices are not available fair values are based on quoted market

prices of comparable instruments

Loans receivable For variable-rate loans that reprice frequently and with no significant change in credit risk fair

values are based on carrying amounts The fair values for other loans are estimated using discounted cash flow

analysis based on interest rates currently being offered for loans with similar terms to borrowers of similar credit

quality

Deposit liabilities The fair values disclosed for demand and savings deposits are by definition equal to the amount

payable on demand at the reporting date The fair values for certificates of deposit are estimated using discounted

cash flow calculation that applies interest rates currently being offered on certificates of deposit to schedule of

aggregated contractual maturities on such time deposits

Short term borrowings Short term borrowings consist of overnight borrowings and mature within one to three days
At December 31 2011 and 2010 management believes the carrying value of securities sold under agreements to

repurchase approximates estimated market value

FHLB borrowings The fair values for long term borrowings are estimated using discounted cash flow calculation

that applies interest rates currently being offered on long term borrowings to the contractual maturities on such long

term borrowings

Accrued interest The carrying amount of accrued interest receivable and payable approximates fair value

Off-balance sheet financial instruments The fair values of commitments to extend credit and standby letters of

credit are estimated using the fees currently charged to enter into similar agreements At December 31 2011 and

2010 the fair value of loan commitments and standby letters of credit were deemed to be immaterial
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The carrying amounts and approximate fair values of the Banks financial instruments are as follows at December

312011 and 2010

Dollarsln Thousands 2011 2010

Carrying Approximate Carrying Approximate

Amounts Fair Values Amounts Fair Values

Financial assets

Cash and due from banks 12529 12592 4479 4479

Federal funds sold 10363 10363 20876 20876

Securities available-for-sale 69207 69207 51 603 51603

Loans net 245100 246601 258878 256127

Accrued income 1372 1372 1222 1222

Derivative assets 170 170 301 301

Financial liabilities

Total deposits 307636 308105 300493 301233

Shorttermborrowings 449 449 281 281

FI-ILB borrowings 19000 19760 21350 22246

Accrued interest payable 435 435 766 766

Derivative liabilities 170 170 301 301

Note 11 Earnings Loss per Common Share

The following table details the computation of basic and diluted loss earnings per common share for the years

ended December 31 2011 and 2010

In Thousands Except Share and Per Share Data 2011 2010

Net income loss available to common shareholders 1315 4475

Weighted average common shares outstanding 3241547 3240220

Weighted average common shares outstanding diluted 3241547 3240220

Basic and diluted earnings loss per common share .41 1.38

At December 31 2011 and 2010 stock options to purchase 463100 and 492360 shares respectively were

outstanding These options were not included in the calculation of diluted weighted average shares as their impact

would be antidilutive

Note 12 Stock-Based Compensation

The Company has 2005 Stock Option Plan the Plan pursuant to which the Board of Directors may grant stock

options to directors officers and employees Under the fair value recognition provisions of relevant accounting

guidance stock-based compensation cost is measured at the grant
date based on the fair value of the award and is

recognized as expense on straight-line basis over the requisite service period which is the vesting period

The Company uses the Black-Scholes option pricing model to determine the fair value of stock options The fair

value of the stock based payment awards is affected by the price of our stock and number of financial assumptions

and variables These variables include the risk free interest rate expected dividend rate expected stock price

volatility and the expected life of the options No options were granted in the years ended December 31 2011 or

2010
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summary of option activity under the 2005 stock option plan during the year ended December 31 2011 is as

follows

Weighted Weighted

Options Average Aggregate Average

Outstanding Exercise Price Intrinsic Value Contractual Term

Balance at December 2010 492360 10.21

Granted

Exercised

Forfeited 29260 10.00
______________

Balance at December 31 2011 463100 10.22 4.49 years

Exercisable at December 2011 461285 10.22 4.46 years

The aggregate intrinsic value of stock option in the table above represents the total pre-tax intrinsic value the

amount by which the current market value of the underlying stock exceeds the exercise price of the option that

would have been received by the option holders had all option holders exercised their options on December 31
2011

The Company recorded stock based compensation expense of $22 thousand and $50 thousand for the years ended

December 2011 and 2010 respectively At December 2011 the total compensation cost related to nonvested

options was SI thousand This expense will be recognized in the first quarter of 2012

In 2009 the Board of Directors authorized 32000 shares of common stock for issuance under the Restricted Stock

Plan The plan provides for restricted stock awards to key employees Restricted shares awarded to employees

generally vest over five year period and compensation expense is charged to income ratably over the vesting

period and was SI thousand in 2011 and $8 thousand in 2010 Compensation is accounted for using the fair market

value of the Companys common stock on the date the restricted shares are awarded The weighted-average grant

date fair value ofrestricted stock granted in 2010 was $7.l6 there were no restricted stock grants in 2011

As of December 31 2011 there was $35 thousand of total unrecognized compensation cost related to restricted

stock granted under the Plan The cost is expected to he recognized through 2014 summary of the activity for

restricted stock awards for the periods indicated is presented below

2011 2010

Weighted-Average Weighted-Average

Grant Date Grant Date

Shares Fair Value Shares Fair Value

Nonvested at beginning of year 8207 7.16

Granted 8207 7.16

Vested 1641 7.16

Cancelled
__________ _________________

Nonvested at end of year 6566 7.16 8207 7.16
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Note 13 Stock Employee Benefit Plans Defined Contribution Plan

The Company adopted profit sharing plan pursuant to Section 40 1k of the Internal Revenue Code The plan

covers substantially all employees Participants may contribute percentage of compensation subject to maximum

allowed under the Code The Company makes non-discretionary matching contributions of 100% of the employees

deferral up to 3% of compensation and matches 50% of the employees next 3% deferral In addition the Company

may make additional contributions at the discretion of the Board of Directors The Companys matching

contributions were $146 thousand and $133 thousand for the years
ended December 31 2011 and 2010

respectively

Note 14 Income Taxes

The Company files income tax returns in the U.S federal jurisdiction and the Commonwealth of Virginia With few

exceptions the Company is no longer subject to U.S federal state and local income tax examinations by tax

authorities for years prior to 2007 The Company has operating loss carryforwards of $6.2 million for federal income

tax purposes
that may be used to offset future taxable income If not previously utilized the federal loss

carryforward will begin to expire in 2025

The current and deferred components of income tax expense
for the periods ended December 2011 and 2010 are

as follows

Dollars In Thousands 2011 2010

Current tax expense

Deferred tax expense benefit 661 1276
Deferred tax asset valuation allowance change 661 1276
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Deferred Income Tax Analysis

The significant components of net deferred tax assets at December 2011 and 2010 are summarized as follows

Do/lais In Thousands 2011 201

Deft rred tax assets

Net operating losses 2117 2570

Pre-opening expenses 142 158

Allowance for loan losses 986 1330

Stock-based compensation 236 236

Other real estate expenses 22 45

Other 27
________________

Deferred tax asset 3729 4339

Deferred tax liabilities

Depreciation 17 298

Accretion of bond discount 15

Deferred loan fees 480 461

Deferred tax liability 804 774

Net Deferred tax asset 2925 3565
Valuation allowance 2925 3565

Note 15 Commitments and Contingencies

Litigation

In the normal course of business the Company may be involved in various legal proceedings The Company was not

involved in any litigation for the year ended December 31 2011

Financial Instruments with Off-Balance-Sheet Risk

The Company is party to credit related financial instruments with off-balance-sheet risk in the normal course of

business to meet the financing needs of its customers These financial instruments include commitments to extend

credit and standby letters of credit These instruments involve to varying degrees credit risk in excess of the amount

recognized in the balance sheet

The Companys exposure to credit loss in the event of nonperformance by the other party to the financial

instrument for commitments to extend credit and standby letters of credit is represented by the contractual amount

of those instruments The Company uses the same credit policies in making commitments and conditional

obligations as for off-balance-sheet instruments
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summary of the Companys commitments at December 31 2011 and 2010 is as follows

Dollars In Thousancis 2011 2010

Commitments to extend credit 16597 14228

Unfunded commitments underlines of credit 26185 22509

Standby letters of credit 2578 1183

Commitments to extend credit are agreements to lend to customer as long as there is no violation of any
condition

established in the contract Commitments generally have fixed expiration dates or other termination clauses and may

require payment of fee Since many of the commitments are expected to expire without being drawn upon the total

commitment amounts do not necessarily represent future cash requirements The Company evaluates each

customers creditworthiness on case-by-case basis The amount of collateral obtained if deemed necessary by the

Company upon extension of credit is based on managements credit evaluation of the party Collateral held varies

but may include accounts receivable inventory property and equipment residential real estate and income-

producing commercial properties

Unfunded commitments under commercial lines-of-credit revolving credit lines and overdraft protection

agreements are commitments for possible future extensions of credit to existing customers These lines-of-credit

may or may not be drawn upon to the total extent to which the Company is committed

Standby letters of credit are conditional commitments issued by the Company to guarantee
the performance of

customer to third party
Those guarantees are primarily issued to support public and private borrowing

arrangements The credit risk involved in issuing letters of credit is essentially the same as that involved in

extending loan facilities to customers Collateral held varies as specified above and is required in instances which

the Company deems necessary

The Company is required to maintain certain required reserve balances with the Federal Reserve Bank At December

31 2011 and 2010 these reserve balances amounted to $3.0 million and $1.2 million respectively

The Company from time to time may have cash and cash equivalents on deposit with financial institutions that

exceed federally insured limits

Financial Derivatives

Financial Derivatives are reported at fair value in other assets and other liabilities The accounting for changes in the

fair value of derivative depends on whether it has been designated and qualifies as part of hedging relationship

For derivatives not designated as hedges the gain or loss is recognized in current earnings In 2008 the Company

entered into interest rate swaps to facilitate customer transactions in connection with their financing needs Upon

entering into swaps with the borrowers to meet their financing needs the Company entered into offsetting positions

with counterparties to minimize risk to the Company These back-to-back swaps qualify as derivatives but are not

designated as hedging instruments Interest rate swap contracts involve the risk of dealing with borrowers and

counterparties and their ability to meet contractual terms When the fair value of derivative instrument contract is

positive this generally indicates that the counterparty or customer owes the Company and results in credit risk to

the Company When the fair value of derivative instrument contract is negative the Company owes the customer

or counterparty and therefore has no risk
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summary of the Companys interest rate swaps is as follows

Dollars In Thousands December 20

Notional Estimated

Amount Fair Value

Interest rate swap agreements

Pay fixed receive variable swaps 2870 170
Pay variable receive fixed swaps 2870 170

Total

Note 16 Regulatory Restrictions

Dividends

The Company as Virginia banking corporation may pay dividends only out of its retained earnings However

regulatory authorities may limit payment of dividends by any company when it is determined that such limitation

is in the public interest and is necessary to ensure financial soundness of the Company At December 2011 there

are no retained earnings available from which to pay dividends

Capital Requirements

The Company on consolidated basis and the Bank are subject to various regulatory capital requirements

administered by federal and state banking agencies Failure to meet minimum capital requirements can initiate

certain mandatory and possibly additional discretionary actions by regulators that if undertaken could have direct

material effect on the Companys and the Banks financial statements tinder capital adequacy guidelines and the

regulatory framework for prompt corrective action the Company and the Bank must meet specific capital guidelines

that involve quantitative measures of their assets liabilities and certain off-balance-sheet items as calculated under

regulatory accounting practices The capital amounts and classification are also subject to qualitative judgments by

the regulators about components risk weightings and other factors Prompt corrective action provisions are not

applicable to bank holding companies

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Bank to

maintain minimum amounts and ratios set forth in the table below of total and Tier capital to risk-weighted

assets and of Tier capital to average assets as all those terms are defined in the applicable regulations As of

December 31 2011 management believes the Company and the Bank met all capital adequacy requirements to

which they are subject

As of December 2011 the most recent notification from the Federal Reserve Bank categorized the Bank as well

capitalized under the regulatory framework for prompt corrective action To be categorized as well capitalized the

Bank must maintain minimum total risk-based Tier risk-based and Tier leverage ratios as set forth in the

following table There are no conditions or events since the notification that management believes have changed the

Banks category

45



HomeTown Bankshares Corporation

Notes to Consolidated Financial Statements

Note 16 Regulatory Restrictions continued

The Companys and the Banks actual capital amounts and ratios are also presented in the following table

December 31 2011

Total Capital to Risk-Weighted Assets

Consolidated

HomeTown Bank

Tier Capital to Risk-Weighted Assets

Consolidated

HomeTown Bank

Tier Capital to Average Assets

onsolidated

HomeTown Bank

in mu iii

Capital

Requirement

Amount Ratio_

Minimum To Be

Well Capitalized Under

Prompt Corrective

Action Provisions

Amount Ratio

N/A

6.0%

N/A

December 31 2010

Total Capital to Risk-Weighted Assets

Consolidated

HomeTown Bank

Tier Capital to Risk-Weighted Assets

Consolidated

HomeTown Bank

Tier Capital to Average Assets

Consolidated

HomeTown Bank

Minimum

Capital

Requirement

Amount Ratio

Minimum To Be

Well Capitalized Under

Prompt Corrective

Action Provisions

Amount Ratio

N/A

6.0%

Dollars In Thousands

Actual

Amount Ratio

35288

32997

13.5% 20928 8.0%

12.6% 20928 8.0%

N/A N/A

26160 10.0%

32009 12.2% 10464 4.0% N/A

29718 II .4% 10464 4.0% 15696

32009 8.9% 14320 4.0% N/A

29718 8.3% 14320 4.0% $17899

Actual

Amount Ratio

33425

31092

12.5% 21345

11.7% 21345

8.0% N/A

8.0% 26681

30068 11.3% 10672 4.0% N/A

27735 10.4% 10672 4.0% 16008

N/A

10.0%

30068

27735

8.4% 14255 4.0%

7.8% 14255 4.0/

N/A

17819

N/A

5.0%
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Note 17 Transactions with Related Parties

The Company has entered into transactions with its directors significant shareholders and their affiliates related

parties Such transactions were made in the ordinary course of business on substantially the same terms and

conditions including interest rates and collateral as those prevailing at the same time for comparable transactions

with other customers and did not in the opinion of management involve more than normal credit risk or present
other unfavorable features Aggregate loan transactions with related parties were as follows

DoI1aiv In Thouvandc 2011 201

Balance beginning 9471 10539

New loans 5693 1.072

Repayments 7137 2.140

Balance ending 8027 9471

Note 18 Capital Transaction

The Department of the Treasury created the Troubled Asset Relief Program Capital Purchase Program in 2008 to

make capital available to certain U.S financial institutions Under this program the Treasury would purchase

preferred stock with an initial cumulative dividend rate of 5% and receive warrants to purchase additional preferred

stock with cumulative dividend rate of 9% Participating financial institutions were required to adopt the

Treasurys standards for executive compensation and corporate governance for the period during which the Treasury

holds equity issued under the TARP Capital Purchase Program

On September 2009 as part of the Capital Purchase Program the Company entered into Letter Agreement and

Securities Purchase Agreement with the Treasury pursuant to which the Company sold 10000 shares of the

Companys Fixed Rate Cumulative Perpetual Preferred Stock Series $1000 par value per share and ii
warrant the Warrant to purchase 374 shares of the Companys Fixed Rate Cumulative Perpetual Preferred Stock

Series $1000 par value per share at an initial exercise price of $01 per share The Warrant was exercised

immediately The discount will be accreted up to $374 thousand over five years

The Preferred Stock qualifies as Tier capital and the Series pays cumulative dividends at rate of5% per annum
for the first five years and thereafter at rate of 9% per annum The Series

pays cumulative dividends at rate of

9% per annum Due to the net loss incurred in 2010 the Company is prohibited from paying dividends on the

preferred stock Dividends in arrears totaled $800 thousand at December 2011
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Note 19 Condensed Parent Company Financial Information

Financial information pertaining only to HomeTown Bankshares Corporation follows

Dollars In Thousands

Assets

Cash and due from banks

Investment in bank subsidiary

Other assets

Total assets

Liabilities and Stockholders Equity

Total liabilities

Stockholders equity

Total stockholders equity

Total liabilities and stockholders equity

33088

33088

December 31 2010

2334

27322

29656

29656

29656

Dollars In Thousands

Income

Undistributed earnings loss of subsidiary

Expenses

Net Income Loss

Dollars In Thousands

Cash flowsfrom operating activities

Net income loss

Equity in undistributed net income loss

of subsidiary bank

Decrease in other assets

Net cash flows used in operating activities

Cash flowsfrom investing activities

Capital contribution to bank subsidiary

Net cash flows used in investing activities

Cash flows from financing activities

Preferred dividend payment

Net cash flows used in financing activities

267
267

Net decrease in cash and cash equivalents 42 2838

sash and cash equivalents beginning

Cash and cash equivalents ending

2334

2292

5172

2334

CONDENSED BALANCE SHEETS

December 31 2011

2292

30796

33088

CONDENSED STATEMENTS OF OPERATIONS

For the year ended

December 31 2011

1961

42
1919

For the year ended

December 31 2010

3800
73

3873

CONDENSED STATEMENTS OF CASH FLOWS
For the year ended

December 31 2011

1919

1961

For the year ended

December 31 2010

3873

3800

71

2500
2500

42
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